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  1PROBLEMS ASSOCIATED WITH THE VALUE-RELEVANCE OF THE 
FAIR VALUE OF FINANCIAL DERIVATIVES  
ACCORDING TO IAS 39 
This paper studies some fundamental issues concerning the relation between the market 
value of equity and the fair value of financial derivatives determined according to 
International Accounting Standard No. 39, “Financial Instruments: Recognition and 
Measurement” (IAS 39) in non-active markets. It is shown for an example that the fair value 
of a financial derivative determined by a valuation model is not relevant in a non-active 
market. It is also demonstrated that in a setting of a non-active market, determining the fair 
value under the fiction of an active market does not take all available information into 
account. In this case it is noted that the definition of fair value according to IAS 39 has two 
consequences: 
(i)  The market value of equity at the balance sheet date reflects the company's value 
in a fictive market situation. 
(ii)  The fair value calculated by one valuation model is in general not unique. 
 
1. INTRODUCTION 
The International Accounting Standard (IAS) 39 requires that all financial derivatives in principle are 
measured at their fair value subsequent to initial recognition. Additionally the previous (i.e., ’Exposure Draft 
of Proposed Amendments to IAS 39 Financial Instruments: Recognition and Measurement’, ‘Draft Standard 
and Basis for Conclusions’; ‘Accounting for Financial Assets and Financial Liabilities’) discussion documents 
of the International Accounting Standards Board (IASB) address measurement issues relating to fair value 
accounting. 
  2The measurement of financial derivatives at fair value is a controversial issue. The Financial 
Instruments Joint Working Group of standard setters (JWG) proclaims in its ‘Draft Standard and Basis for 
Conclusions Financial Instruments and Similar Items’ that the fair value is the “most relevant measurement 
attribute for all financial instruments”. Contrary to the JWG many comment letters on the discussion paper, 
‘Accounting for Financial Assets and Financial Liabilities’ call into question the benefits of fair value 
accounting for financial instruments. Furthermore empirical studies (e.g., Venkatachalam (1996), Simko 
(1999)) test the usefulness of the disclosure of fair values for financial derivatives. Venkatachalam (1996) 
concludes that such disclosures generally have an information content in addition to historical cost-
accounting values, whereas Simko's findings are contradictory to this result.  
    Both Simko and Venkatachalam deal with the problem of fair value accounting for financial 
derivatives from an empirical perspective. The purpose of this paper is to address the usefulness of 
measuring financial derivatives at fair value from a theoretical point of view. In particular the following 
questions are addressed: 
•  How is the fair value of financial instruments related to the firm value? 
•  Which values of financial assets and financial liabilities reflect the firm value? 
•  Is the fair value unique? Is there any discretion left to the management given the fact that 
everybody uses the same valuation model? 
In compliance with the Committee on Accounting and Auditing Measurement 1989-1990 and Barth 
& Landsman (1995) a financial statement item is defined to be value-relevant if it reflects the firm value. The 
analysis presumes that the balance sheet contains all necessary information in assessing the firm value. 
This means that the recognized assets and liabilities generate all future cash flows of the company. In 
addition everybody has the same information. The following analysis hinges on a model of a non-active 
market. First, the relevant values are derived in this setting. Second, the fair value is compared to the 
relevant values. The comparison is made between the fair value of a share option - being an example for a 
financial derivative - and the relevant values of the option. 
The major results are as follows: (1) the fair value determined by a valuation model is not 
necessarily value-relevant in a non-active market. (2) In a non-active market the determination of fair value 
under the fiction of an active market has the inherent deficiency that not all available information is taken into 
account. This has two consequences: First, the firm value reflects the company's value from the point of 
view of a fictitious market participant in a market situation that does not exist at the balance sheet date. 
  3Second, the company has flexibility in determining the fair value, as it can select the information, which 
underlies the valuation model. 
The remainder of the paper is organized as follows: The following section defines the fair value of a 
financial derivative according to IAS 39. Section three reviews the related literature. Section four deals with 
the concept of value relevance in active and non-active markets. Section five provides concluding remarks. 
 
2. DEFINITION OF FAIR VALUE ACCORDING TO IAS 39 
Since 1988 the International Accounting Standards Committee (IASC) and the IASB has worked on 
a standard, which deals with the accounting for financial instruments.   
IAS 39 Financial Instruments: Recognition and Measurement was issued in December 2003 and 
deals with accounting rules for financial instruments. Effective for fiscal years beginning at the earliest on 
January 1, 2005, IAS 39 requires firms to recognize the fair value of basically all financial derivatives held for 
trading after initial recognition.
1 Fair value is defined as “the amount for which an asset could be exchanged, 
or a liability settled between knowledgeable, willing parties in an arm's length transaction”
2.
3 
IAS 39 provides a general, rather than detailed, guidance on the specification of fair values. If a market price 
exists in an active market, the fair value is normally the market price.
4 Otherwise the fair value is determined 
according to some valuation model.
5 
The term “active market” remains undetermined, although IAS 39 AG71. provide a definition:
6 “A 
financial instrument is regarded as quoted in an active market if quoted prices are readily and regularly 
available from an exchange, dealer, broker, industry group, pricing service or regulatory agency, and those 
prices represent actual and regularly occurring market transactions on an arm’s length basis.” 
The questions remains which are the necessary and/or sufficient market conditions to ensure that 
“prices represent actual and regularly occurring market transactions on an arm’s length transaction”. The 
description of an “active market” as in IAS 39 AG71. is therefore not helpful in defining an active market.
7  
Barth & Landsman (1995) equate actively traded markets with markets being free of arbitrage and complete. 
Future uncertainty can be described as a set of future possible states of nature. A state security is defined 
as a security that has a return of $1 in one state of nature and nothing in all other possible states. According 
  4to Barth & Landsman (1995) a complete market is characterized by the existence of a unique state price for 
every state security; consequently every asset and every liability has a unique value. By contrast in an 
incomplete market the state price is not unique in general. In the following analysis an “active” market is 
defined according to Barth/Landsman. 
Figure 1 summarizes the general determination of the fair value of a financial derivative (e.g. a share 
option) according to IAS 39. 
[INSERT FIGURE 1] 
3. LITERATURE REVIEW 
According to the Committee on Accounting and Auditing Measurement and Barth & Landsman 
(1995), the value of an asset/liability is defined as relevant if it allows the shareholder to assess the market 
value of equity.  
The studies mentioned in figure 2 test empirically the value-relevance of the fair value of financial 
instruments.
8 They are all related to the US- market and generally hinge upon the fair value definition 
according to a Statement of Financial Accounting Standards (SFAS).
9 
    [ I N S E R T   F I G U R E   2 ]  
Starting point of the derivation of the regression equation is an ideal setting: 
•  The market is free of arbitrage and complete; i.e. every asset  ( ) m i i K , 2 , 1 = and every liability 
has a unique value   and  , respectively.  ( n j j , , 2 , 1 K = ) i MVA j MVL
•  There is complete information on the balance sheet; i.e. the assets and liabilities recognized on the 
balance sheet generate the future cash flows of the company. No synergy effects exist between 
assets.  
As the assets and liabilities recognized on the balance sheet generate all future cash flows of the firm, in 
arbitrage-free markets the market value of equity   is equal to the market values of all assets minus the 
market values of all liabilities.  
MVE
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Equation (1) shows that the market value for every asset and every liability is value-relevant. Consequently, 
if the fair value is defined as market value in active markets, then the fair value is value-relevant.  
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from the equation (1) one gets: 
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where  (t),   and   designate the book value of equity, the book value of asset i and the 
book value of liability j at balance sheet date t, respectively. 
BVE () t BVAi () t BVLj
Two possible deviations of this ideal case are considered: 
•  The balance sheet does not contain all relevant information. 
If the balance sheet does not contain all relevant information, equation (1) does not hold. 
The equation has to be adjusted by adding some constant b0, representing the present 
value of future cash flows expected to be generated by assets, liabilities or other “economic 
values” of the company (such as for instance brand names) which are not recognized. 
•  The market is free of arbitrage, but the fair value is not correctly determined. The equality 
[] [] ∑∑
==





j j i i t BVL t FVL t BVA t FVA t BVE t MVE
11
) ( ) ( ) ( ) ( ) ( ) (   (4) 
does not hold in the presence of measurement errors.   and   denote the fair 
value of an asset i and liability j. Measurement errors are captured by an adjustment factor 
b
i FVA j FVL
i for asset i and an adjustment factor cj for liability j. By taking both discrepancies of the 
ideal case into account, equation (4) transforms to: 
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Equation (5) is the regression equation, which is generally used in the empirical studies.
10  
Holthausen & Watts (2001, p. 18) point out that it is necessary for all the studies to assume that the capital 
markets are “reasonably efficient”. Otherwise the results of the value-relevance studies that the fair values of 
certain balance sheet positions are relevant or not would be a useful benchmark for standard setting.   
The empirical studies typically proceed in two steps: First, the coefficients bi and cj are determined. 
Second, the relevance of the fair value is tested. A fair value is seen as relevant, if the coefficient bi 
respectively cj are significantly positive. It is seen from table 2 that the results of the empirical studies are not 
consistent (e.g. Barth, Beaver and Landsman (1996) found out that the fair values of loans are value-
relevant in 1993, whereas Eccher, Ramesh and Thiagarajan (1996) conclude, that the fair values of loans 
are not value-relevant in1993).  
Barth and Landsman (1995) deal with fair value accounting in general and from a theoretical 
perspective. In active markets the fair value is well-defined and value-relevant. They state that the fair 
values are not unambiguously unique in non-active markets; i.e. entry and exit values and value-in-use are 
not necessarily equal. Implementation of fair value accounting requires that standard setters select one from 
these value constructs. Barth and Landsman conclude that the value-in-use is the relevant value in 
incomplete markets in general.
11  
Concerning the relevance of the fair value of a financial derivative, the results of Simko’s empirical 
study do not correspond to Venkatachalam’s results. Therefore this paper analyses the relationship between 
the market value of equity and the fair value of a financial derivative from a theoretical perspective. 
However, my approach differs from the study of Barth and Landsman (1995). Whereas Barth and Landsman 
(1995) discuss possible fair value definitions (entry value, exit value and value-in-use) for an incomplete 
market, my analysis sticks to the fair value definition used in IAS 39.   
  74. VALUE-RELEVANCE  
4.1 VALUE-RELEVANCE IN A COMPLETE MARKET 
It is generally known (e.g. Barth & Landsman (1995), Beaver (1998)) that the market value of an asset or a 
liability is the relevant value in a market free of arbitrage and complete. Equation (1) holds in a complete 
market; the market value of every asset and every liability is unique. According to IAS 39 the fair value is the 
market value in active markets and therefore the fair value is relevant in active markets. 
 
4.2 VALUE-RELEVANCE IN AN INCOMPLETE MARKET 
4.2.1  RELEVANT VALUES IN AN INCOMPLETE MARKET 
In this section the analysis hinges upon two assumptions. First, it is presumed that there is complete 
information on the balance sheet. This means that the assets and liabilities recognized on the balance sheet 
generate the future cash flows of the company. No synergy effects exist between assets. Second, the 
market is incomplete, i.e. the market is free of arbitrage and no unique market value exists for at least one 
state security. 
Two scenarios are now considered. In the first scenario it is assumed that at t=0 a price exists for 
every asset  m i MPAi , , 1 ), 0 ( K =  and every liability  n j MPLj , , 1 ), 0 ( K =  of the firm. Completeness 
of information on the balance sheet and the existence of market prices, yield the following market value of 
equity (MVE) of a company at the balance sheet date t=0: 
) 0 ( ) 0 ( ) 0 (
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According to equation (6), the relevant value of an asset is its market price. 
In the second scenario it is assumed that no market price exists for at least one of the firm’s assets 
or liabilities. Without loss of generality it is assumed that there does not exist a market price for any of the 
firm’s assets and liabilities. At the balance sheet date t=0 the set of market values of asset i and liability j is 
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Completeness of information on the balance sheet and the existence of valuation bounds for assets 
and liabilities lead to the following set of market values of equity: 
Set of market values of equity  ] [ ) 0 ( ), 0 (
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In this simple setting, the values of the assets and liabilities which inform about the range of the 
possible market values of equity (9) are value-relevant. Every value in the range of the possible market 
values of equity fulfils the requirement of no arbitrage. This means, a risk-free gain cannot be achieved by 
either selling the company and reconstructing a similar company (i.e., the assets are bought and the 
liabilities are incurred which generate the set of cash flow patterns of the sold company), or by buying the 
company and selling the set of possible cash flow patterns of the company. The range of market values of 
an asset (7) and the range of market values of a liability (8) explain the set of possible market values of 
equity and are thus value-relevant. 
4.2.2 FAIR VALUE-RELEVANCE 
In this section the assumptions of the previous section hold. Again, it is assumed that the balance 
sheet contains all assets and liabilities. Additionally, it is assumed that there is no information asymmetry 
and the market is incomplete. Incompleteness is modelled according to the previous section in such a way 






Assumption 1 (Existence of a share and a risk free bond) A share and a risk free bond are 
traded. The risk free bond has a nominal value of one; it yields the risk free rate r as interest and is paid 
back after one period. The actual stock price at t=0 is S(0) and there are three possible share prices at the 
following date t=1: Thus the parameters u, v and d (with u > R(≡ 1+r) > d > 0 and u > v > d) describe the 
stock price dynamics.  
 
According to IAS 39, a valuation model is supposed to be used to determine the fair value of a stock-option 
in a non-active markets. According to IAS 39 AG74. the fair value is determined by reference to the stock 
option’s market price of the recent market transaction or by reference to current fair values for similar 
financial instruments or by using discounted cash flow analysis or option pricing models. Both IAS 39 and 
the ‘Exposure Draft of Proposed Amendments to IAS 39: Financial Instruments: Recognition and 
Measurement’ do not specify the types of option pricing models which should be used in a non-active 
market; it is merely emphasized that these models are well established. In the Discussion Paper
12 
“Accounting for Financial Assets and Financial Liabilities” two models are mentioned for the calculation of 
the value of a share option: the binomial model and the Black-Scholes model. As the formula to value a 
European stock option in the “binomial world” converges towards the Black-Scholes formula (see Cox, Ross 
& Rubinstein (1979)) only the binomial model is used in this study. The calculation of a stock option’s market 
value according to the binomial model is illustrated in the following. 
In a market, which is free of arbitrage, the price of an asset is the present value of the future returns of the 
asset (see e.g. Varian (1991)), where the discount factors are the state prices. In a binomial world two state 
prices exist: π1,0 and π0,1 . The state price π1,0 (π0,1) is the price of a state security which yields $1 ($0) in the 
up-state and $0 ($1) in the down-state. Under the assumption of no arbitrage the state price lies between 
two bounds: $0 and $1.
13 The stock price at t=0 is S(0),  and at the following date t=1 it is hence either u 
ּS(0) or d ּS(0) (with u ּ≥  R > d or u > R  ≥ d). The bond has a principal value of $1 and yields after the first 
period its nominal value of $1 and the interest r; (R≡ 1+r). Under these conditions the following two equations 
hold in the binomial model: 
  10R R
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Thus, the value of a European call-option C(0) in t=0 in the binomial model is given by: 
[] [ ] 0 , ) 0 ( max 0 , ) 0 ( max ) 0 ( 1 , 0 0 , 1 K S d K S u C − ⋅ + − ⋅ = π π   (10)
where K denotes the strike price of the option. 
  
When a recent market transaction has not taken place, the fair value is calculated according to equation (10) 
in the following. The question arises how the fair value relates to the set of relevant option values in an 
incomplete market. 
The first scenario is described by the fact that no price exists for a share option in an incomplete 
market. Incompleteness is specified according to assumption 1. 
Statement 2 (Relation between fair value of a share option and its set of relevant values in a 
non-active market) Assuming the existence of a financial market which is incomplete (3 states and 2 
assets) and free of arbitrage in such a way that the relevant values of a share option are the set of values 
between an upper bound   and a lower bound  , then the fair value of a share option at t=0 
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ub MVA (11)
The statement is explained in the appendix and is illustrated in the following example. The price of a 
share at t=0 is $100. At t=1 there are three possible stock prices, the price per share can be $155, $100 and 
$55. The risk free interest rate is r=25%. A share option is also traded; it has a strike price K=$100. The fair 
value of the share option is determined by the use of the binomial model. According to equation (10) by 
combining the 'up-path', u ּS(0), and the 'down-path', d ּS(0), one gets a fair value of $30.80. 
  11The relevant values of the stock option are determined by solving the equations: 
1 , 0 , 0 0 , 1 , 0 0 , 0 , 1
1 , 0 , 0 0 , 1 , 0 0 , 0 , 1
25 . 1 25 . 1 25 . 1 1
55 100 155 100
π π π
π π π
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for π1,0,0 and π0,0,1: 
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Equations (12) and (13) together with the bounds 0 < π1,0,0 < 1 and 0 < π0,0,1 < 1 imply that: 
55
24
0 0 , 1 , 0 < <π  (14)
After inserting equation (13) with the bounds of the state price (14) in the valuation equation of the 
call option in a market without arbitrage opportunities 
0 , 0 , 1 55 ) 0 ( π ⋅ = C  
one gets the set of the relevant values of the stock option, which is equal to ]$20, $30.80[. Thus it turns out, 
that one fair value is the upper bound of the set of the relevant values.  
Furthermore, one also sees from the example that on the balance sheet the stock option is 
measured at a value ($30.80) which does not fulfil the underlying assumption of a financial market being free 
of arbitrage (assumption 1). Taking account of the relevant values ]$20, $30.80[ the stock option’s value on 
the balance sheet suggests that the  financial market is not free of arbitrage. 
 
The term “fair value” is misleading. “Fair” implicates - as Lys (1996) pointed out - that the value is 
unbiased. It suggests an objective value in the sense that every object has only one value (valor intrinsecus) 
(see, for example, Engels (1962) and Toulmins (1961)). One unique fair value does generally not exist. This 
is readily seen by the management’s possibility to choose between several valuation models.  Here, it is 
shown that the fair value is not necessarily unique, even if the management sticks to one valuation model. 
  12Management has the possibility to choose the information, which serves as input data for the binomial 
model.  
 
Statement 3 (Fair Value and uniqueness) Assuming the existence of a financial market which is 
incomplete (3 different states and 2 assets) and free of arbitrage in such a way that the relevant values of a 
share option are the set of values between an upper bound   and a lower bound  , then the 
fair value as determined by the binomial model is in general not unique in an incomplete market. 
Management has therefore generally discretion in determining the fair value. 
ub MVA
lb MVA
The statement is explained in the appendix and is illustrated in the following example. The data of 
the previous example is assumed. The fair value of the share option can be determined by combining the 
'up-path', u ּS(0), and the 'middle-path', v ּS(0). According to equation (10) the fair value is in this case $20. 
The fair value is therefore the lower bound of the set of relevant values. 
A management who (does not practise) practices conservative accounting will measure the asset 
with the fair value equal to the lower bound (upper bound).  
The second scenario is described by the fact that a price for a share option exists in an incomplete 
market. According to equation (6) the market price is the relevant value. If the fair value is set equal to the 
market value, then the fair value is relevant. In this case IAS 39 provides a measurement concept, which is 
value-relevant. In non-active markets according to IAS 39 one can also use option pricing models to 
determine the fair value. If the fair value is calculated according to (10), it is not relevant.  Because the 
market price, according to assumption 1, is located between the upper bound   and the lower bound 
, it does not match with the fair value, which, according to (10), is equal to one of the bounds. 
ub MVA
lb MVA
In a simple setting of an incomplete market, one can conclude for the relevance of the fair value: 
•  If a market price for a share option does not exist, then the set of values between an upper 
and a lower bound is value-relevant. The fair value is not value-relevant. 
•  If a market price for a share option exists, then this price is value-relevant. If the fair value is 
set equal to this price, it is value-relevant. Otherwise if the fair value is determined according 
to a valuation model, it is not relevant.  
  13In the ’Exposure Draft of Proposed Amendments to IAS 39 Financial Instruments: 
Recognition and Measurement’ a three-tier fair value measurement hierarchy is proposed. 
In non-active markets the Exposure Draft differentiates between two cases: a recent market 
transaction exists or not. If a recent market transaction exists, the fair value is determined by 
reference to the market price of the recent transaction. If a recent market transaction does 
not exist, the fair value is determined by using a valuation model.  The IASB simplified the 
proposed fair value measurement hierarchy. IAS 39 only requires that the fair value is 
determined on the basis of valuation models, including the use of recent market 
transactions.  
The above analysis shows that the proposed measurement hierarchy of the Exposure Draft 
seems to be the better valuation concept. This valuation concept requires that prices are 
used whenever prices exists, whereas according to IAS 39 there is no necessity to set the 
fair value equal to the price in non-active markets. It is seen from the example that when 
prices exist and the fair value is set equal to prices, the fair value is relevant.  
In the following this result is generalized for all financial instruments which are traded in incomplete 
markets and whose fair values are determined by models assuming complete markets. 
Statement 4 (Relation between fair value of a financial instrument and its set of relevant 
values) Given a market which is incomplete (3 states and 2 assets, one asset is a risk free bond) and free of 
arbitrage in such a way that the relevant values of a financial instrument are the set of values between an 
upper and a lower bound, then the fair value of a financial instrument determined by a model assuming a 
complete market (2 states and 2 assets) is equal to one of the bounds of the relevant values. 
5. CONCLUDING REMARKS 
This paper addresses fundamental issues concerning the relation between the market value of 
equity and the fair value of financial derivatives according to IAS 39. It is shown that the fair value of a 
financial derivative is not necessarily relevant in a simple setting of a non-active market. If a model assuming 
an active market is used to determine the fair value in non-active markets, two consequences arise: 
  141.  The fair value of a financial derivative is the value of a financial derivative in a fictitious 
market situation. Therefore the market value of equity at the balance sheet date reflects the 
firm's value in a fictive market situation. 
2.  The fair value is not unique, even if everybody uses the same valuation model. The 
company's management has flexibility in determining the fair value as through selecting the 
information underlying the valuation model. 
Finally, the discussion reveals that prices are value-relevant in active and non-active markets. 
APPENDIX 
STATEMENT 1 
π1,0,0, π0,1,0 and π0,0,1  are defined as state securities, which pay $1 in the u, v or d state and $0 
otherwise. The following equations hold for the price per share and the price of the bond in a setting where 
no arbitrage opportunities exist. 
) 0 ( ) 0 ( ) 0 ( ) 0 ( 1 , 0 , 0 0 , 1 , 0 0 , 0 , 1 S d S v S u S ⋅ + ⋅ + ⋅ = π π π   (16)
R R R 1 , 0 , 0 0 , 1 , 0 0 , 0 , 1 1 π π π + + =   (17)
Solving the equations (16) and (17) leads to: 
0 , 1 , 0 1 , 0 , 0


























Without loss of generality a call option is assumed. Consider the first scenario (u > v > R > d) with 
the definition of C1,0,0, C0,1,0, C0,0,1 as return of a call option in the u, v or d state. After inserting the bounds of 
π0,1,0 in the pricing equation of an option: 
1 , 0 , 0 1 , 0 , 0 0 , 1 , 0 0 , 1 , 0 0 , 0 , 1 0 , 0 , 1 ) 0 ( C C C C π π π + + =  
it follows: 
  151 , 0 , 0 0 , 1 , 0
1 , 0 , 0 0 , 0 , 1
) ( ) (
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In this scenario the fair value can be determined by combining the u-state and the d-state 
respectively the v-state and the d-state. Then the fair value equals C  respectively C . The 
second case (u > R > v > d) and the third case (u > R = v > d) can be proven analogously. 
) 0 (
ub ) 0 (
lb
STATEMENT 2 
Without loss of generality a call option is assumed. If v ≠ R and u > v > R > d (u > R > v > d) 
management can determine the fair value by choosing u·S(0) and d·S(0), respectively v·S(0) and d·S(0) 
(u·S(0) and v·S(0) respectively u·S(0) and d·S(0)), as input variables of the model. If the strike price K < 
u·S(0) (K < v·S(0)), then the fair value is one of two possible values. 
If v=R, the fair value can be determined by combining the up-state path u and the down-state path d, 
respectively by combining the up-state path u (down-state path d) and the middle-path v. In the case u·S(0) 
> v·S(0) = R·S(0) > d·S(0) > K the fair value is unique, because: 





















In all other cases the fair value is not unique. 
STATEMENT 3 
Statement three is analogous to statement 1 and can therefore be proven analogously. 
 
NOTES 
1 The analysis is restricted to financial derivatives held for trading. According to IAS 39.46 (International 
Accounting Standard No. 39. paragraph 46) derivatives “that are linked to and must be settled by delivery of 
such unquoted equity instrument”  … “shall be measured at cost”.    
2 IAS 39.9. 
3 Reporting the market values of financial instruments is nothing new from the historical perspective. 
Swenson & Buttross (1993) point out that in the U.S. banks reported the market values of financial 
  16instruments in their financial statements before 1938. As the great depression led to a lot of bankruptcies in 
the banking sector, the banks had to shift from the report of market values to the report of historical costs in 
1938 (see Swenson & Buttross (1993)).  
4 IAS 39 AG71 − AG73. 
5 IAS 39 AG74 − AG79. 
6 The definition of an “active market” according to IAS 36.5 and IAS 38.7 is different from the definition of an 
“active market” in IAS 39 AG 71. 
7 The description of an “active market” in IAS 36.5 and IAS 38.7 is also not helpful in defining an active 
market:  
 “An active market is a market where all the following conditions exist: 
1.  the items traded within the market are homogeneous; 
2.  willing buyers and sellers can normally be found at any time; and 
3.  prices are available to the public.” 
The definition replaces the term “active market” with the undetermined terms “willing buyers and sellers” 
which “can normally be found at any time”. 
8 A survey of the results of the empirical value relevance studies is also given in Ryan (2002). 
9 The analysis of Barth (1994) hinges on fair values of securities which are voluntarily disclosed by banks. 
Therefore her study is not related to a special SFAS. 
10 The market value of equity has been determined as the product of the number of shares outstanding and 
the price per share at the balance sheet date. 
The regression equation of Shimko (1999) hinges upon the residual income valuation model (see e.g. 
Ohlson (1995)).   
11 Barth & Landman (1995) state that if the objective of financial statements is to reflect information from the 
liquidation perspective, then exit value should be the focus of fair value accounting.  
12 Since 1988 the International Accounting Standards Committee (IASC) and the IASB has worked on a 
standard, which deals with the accounting for financial instruments. The first phase of that project was 
completed in 1995 when the IASC Board published IAS 32, Financial Instruments: Disclosure and 
Presentation. The second phase, dealing with measurement and recognition issues, was initiated by the 
Discussion Paper, Accounting for Financial Assets and Financial Liabilities. 
13  If the state price is greater than $1 at t=0, an arbitrage opportunity exits by selling the state security short. 
In this case a risk-free gain is realized, because one gets more than $1 for the asset at t=0 and will possibly 
have to pay $1 at the state security's maturity (at t=1). If the state price is smaller than $0 at t=0, then buying 
the state security leads to a risk-free gain. One receives possibly $1 at maturity and a positive amount of 
cash by purchase. 
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Determination of Fair Value of a Financial Derivative
There exists an Active Market.
Fair Value = Value according to a Valuation Model 
(e.g. Binomial model)
Fair Value = Market Price
There is no Active Market
 
Figure 1 
Determination of the Fair Value of Financial Derivatives according to IAS 39 
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